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utstanding foreign credits of banks in the United States rose by
more than $2 billion last year, almost twice as much as in any other
recent year. After the summer, the outflow accelerated. Net ex-
tensions of short-term loans and acceptance credits rose to rates
that were above the peaks of late 1960 and of late 1961, and
net extensions of long-term credits climbed further above the
record rate of 1963. Moreover, beginning in the fourth quarter
and continuing into early 1965, commitments on new long-term
loans were being made at nearly double the rate of the first half
of the year. These commitments pointed to a continuation of
extraordinary outflows of long-term loans.
CHART 1
Outstanding BANK LOANS AND ACCEPTANCES to foreigners









NOTE.—Long-term bank loans and short-term loans and acceptance credits by banks in the
United States. (Other short-term claims on foreigners of these banks were approximately $1
billion at end of 1964.) The change in outstanding long-term loans in 1961 has been adjusted
to exclude one transaction included in the balance of payments as direct investment.
The very large increase in foreign lending after mid-1963 occur-
red in an environment of sustained expansion in domestic output
and of a U.S. monetary policy that provided for a moderate but
steady growth in commercial bank reserves. Although reserves
were supplied a little less freely beginning last summer, the im-
pact on foreign lending of this modest shift in emphasis of mone-
tary policy was outweighed by strong foreign demand pressures
and by the growing interest of U.S. banks in such lending.
Demands for short-term credits have been particularly strong
from Japan and less developed countries. At the same time, Euro-
pean industrial countries as well as Japan have shown increasing
interest in obtaining long-term credits from U.S. banks.
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After the proposal for an interest equalization tax on foreign
securities in mid-1963, borrowers in industrial countries—apart
from Canada, for which an exception was made under the tax law
—ceased their efforts to obtain long-term U.S. funds through
offerings of new bond issues to U.S. investors. In a general sense,
long-term loans from U.S. banks have substituted for these for-
eign bond issues. Even though the individual borrowers from
banks were not necessarily the ones that had been offering bonds,
their countries still obtained both foreign exchange and long-term
funds. Moreover, late in 1964 an increasing portion of these term
loans appeared to be direct substitutes for bond financing.
But for most countries the growing amounts obtained through
long-term bank loans have far exceeded the amounts they had
previously obtained through bond issues in the United States.
Mushrooming foreign demands for long-term bank credits in late
1964, and especially during the first 6 weeks of this year, repre-
sented in part efforts to obtain funds before the expected issuance
of a Presidential order making such credits subject to the interest
equalization tax, as provided in the Gore amendment to the tax law.
The flood of lending abroad by U.S. banks was a major element
in the record $6 billion outflow of U.S. private capital in 1964. The
upsurge in capital outflows offset an increased export surplus on
goods and services and prevented any improvement in the U.S.
payments position ifr the first 9 months of the year over the level
of the second half of 1963. And the large fourth-quarter outflow,
only part of which was attributable to temporary factors, brought
the over-all payments deficit for the year 1964 to $3 billion, little
lower than in the previous year.
In this situation, President Johnson sent to the Congress on
February 10 a message proposing a balance of payments program
to achieve a substantial reduction in the deficit in 1965 and further
improvement in 1966. The program called for intensive efforts by
Government and by the business and banking communities.
GROWING FOREIGN _,, , „ £ f , t. . . ,
ACTIVITY BY BANKS credit extensions to residents of foreign
countries has been accounted for by the large U.S. banks that
have long been active in the foreign field—accepting foreign offi-
cial and private deposits, making investments in this country for
foreign customers, and extending credit abroad. But since the
early 1960's an increasing number of banks have been developing
their international business. As a result foreign lending has be-
come somewhat more widely distributed throughout the banking
system and the country than in earlier years.
Evidence of the widened interest of U.S. banks in foreign lend-
ing is found in the number of banks that have established sub-
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sidiary corporations, under Sections 25 and 25(a) of the Fed-
eral Reserve Act, to engage in international banking or finance.
At the end of 1961, there were 10 commercial banks operating
such subsidiaries (termed Edge Act or Agreement corporations).
Six of these banks were in New York City. Within 2 years, the
number of banks had increased to 19, and last year 3 more banks
established Edge Act subsidiaries.
All but one of the banks that have formed Edge Act sub-
sidiaries since 1961 have their head offices outside New York
City. Moreover, some banks that have not established Edge Act
subsidiaries have increased the number of officers in their inter-
national departments relatively as much as have those with such
subsidiaries.
As banks have enlarged their international staffs, they have
increased both their ability to develop foreign business and their
interest in securing a larger volume of such business. Expanded
international departments have acquired a greater voice in the
allocation of funds available to commercial banks, and some for-
eign loans that might once have been regarded by bank officers as
marginal have been given a higher priority. As the number of
banks active in foreign lending has increased so too has competi-
tion, and this has stimulated efforts to attract new foreign cus-
tomers, as well as to retain old ones.
The spread of foreign lending through the banking system in
the past 2 years has been greater for short-term loans and accept-
ance credits than for long-term loans. Banks in the New York
Federal Reserve District, whose activities have contributed im-
portantly through the years to the role of New York City as the
leading international financial center, accounted for three-fourths
of the total outstanding short-term claims on foreigners reported
by banks in the United States at the end of 1962, but for only a
little more than half of the increase in 1963 and 1964. They ac-
counted for more than three-fourths of the outstanding long-term
loans at the end of 1962, and for only slightly less than this propor-
tion of the marked expansion in these credits since that time.
LONG-TERM LOANS A sharp upsurge in long-term bank lending to foreigners in
1963 marked a shift in the pattern of such lending. In earlier
years net outflows of long-term loans had been moderate—in the
range of $100 million to $200 million annually—and credits had
been distributed among both industrial and less developed coun-
tries. But in the second quarter of 1963—before announcement
of the interest equalization tax on foreign securities could have
increased foreigners' incentives to seek bank financing—the out-
flow spurted to an annual rate of about $600 million, and the
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increase represented primarily a rise in credits to industrial coun-
tries in Europe and to Japan.
The rate of outflow on these credits advanced somewhat further
over the balance of 1963 and early 1964, with wide quarter-to-
quarter variations. And in late 1964, after passage of the interest
equalization tax law, there was yet further growth in the outflow
on credits to industrial countries. This most recent increase was
coupled with a new increase in net outflows to less developed
countries. Moreover, information received through early 1965
from commercial banks on their commitments to make long-term
loans indicated that these outflows were likely to continue at extra-
ordinarily high levels.
CHART 2
WITH UPSURGE IN COMMITMENTS, disbursements on long-term bank





NOTE.—Commitments on long-term bank loans are U.S. Treasury data.
Foreign demands. Demands of borrowers in foreign industrial
countries for long-term funds from sources outside their own
countries have been strong and persistent in recent years. Before
the proposal for the interest equalization tax in July 1963, Euro-
pean and Japanese governmental institutions and private compa-
nies were offering an increasing volume of new bond issues in the
U.S. market. After the tax proposal effectively eliminated their
interest in tapping U.S. funds through security issues in this coun-
try, there was accelerated development of the market for external
bond issues in European countries, some of which were denomi-
nated in dollars and some in foreign currencies.
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However, U.S. banks have been the largest single external source
of medium- and long-term funds for foreign industrial countries
(except Canada) during the past 2 years. The increased outflow
of term loans to Europe and to Japan after mid-1963 more than
offset the decline in U.S. purchases of new foreign security issues.
Almost every European country has been an important bor-
rower of long-term U.S. bank funds. Italy alone has borrowed $340
million net since the beginning of 1963. In fact, it accounted for
almost one-third of the total increase in outstanding credits to
Europe. Norway, traditionally a heavy borrower to finance ship-
building, has continued to draw substantially on U.S. bank credits,
but in the past 2 years it has increased its long-term debt to U.S.
banks less than has Austria, Belgium, Germany, or Sweden.
Some countries that have stepped up their borrowing from U.S.
banks—notably Italy and the Scandinavian countries—have also
borrowed large amounts of foreign funds through new security
offerings placed with investors in other European countries.
Among developed countries outside Europe, Japan has been
by far the heaviest borrower of long-term credits from U.S. banks;
in the last 2 years it increased its debt by $260 million. At the same
time it has been the largest borrower through external issues
offered in Europe. But Australia too has borrowed sizable amounts
from U.S. banks. Among less developed countries, Mexico has
been a steady borrower in this country, both from banks and
through bond issues. The Philippines, another country that has
used long-term bank credit from the United States, recently has
also sold bonds here.
Some indication of the factors contributing to developed coun-
tries' demands for long-term funds may be obtained from data
on commitments on long-term U.S. bank loans, classified accord-
ing to purpose of loan, as shown in Chart 3. Although these re-
ports apply only to loan commitments made during 1964, they
are probably reasonably representative of the purposes of long-
term loans utilized by foreign countries during 1963 and 1964.
More than half of the commitments to borrowers in developed
countries have been to provide for plant expansion or working
capital or to refinance debt. For European countries the figure
was just under half. Most credits to Europe and to other developed
countries have been to private companies, including some affiliates
of U.S. companies, rather than to governments or government-
related enterprises, as was customary in the case of foreign bond
issues in the United States.
European companies of prime credit standing are able to obtain
short-term credits through banks in Europe, frequently through
the Euro-dollar market, at rates that compare favorably with those








charged by U.S. banks. But the limited availability of medium-
and long-term funds in European financial markets has created
strong incentives for European companies to obtain long-term
financing from U.S. banks to the maximum extent possible. By so
doing they have been able to hold down the already high share of
short-term financing in their total debt. These incentives were
doubtless reinforced during 1963-64 by the policies of monetary
restraint pursued by authorities in many European countries.
U.S. BANKS' COMMITMENTS on long-term loans to developed countries
in '64 were to finance a variety of transactions
DEVELOPED COUNTRIES
NOTE.—U.S. Treasury data: developed countries, $1,150 million; Europe, $700 million.
Only about 15 per cent of total long-term loan commitments
to developed countries last year were made for the purpose of
financing U.S. exports. Moreover, only 6 per cent of the commit-
ments for loans to Europe were for this purpose. This was less than
the total to Europe for financing trade among foreign countries.
A somewhat higher proportion of commitments to less developed
countries represented financing of U.S. exports. Some of these no
doubt reflect credits extended under the guarantee and insurance
programs of the Export-Import Bank. These programs have been
designed to ensure adequate financing facilities for U.S. exports.
U.S. supplies. In the past, term loans to foreigners have repre-
sented a very small part of total commercial and industrial term
loans by U.S. banks. However, according to all available evidence,
the amount of such loans outstanding has risen faster than the
total during the past decade. And with the growth that began in
early 1963, these loans have assumed still more importance in the
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total of term loans outstanding and in net extensions of credit to
commercial and industrial businesses. For example, in the year to
mid-1964, perhaps two-thirds of the increase in outstanding com-
mercial and industrial term loans of New York City banks repre-
sented lending to foreigners.
Banks active in the foreign field have customarily found foreign
lending a means of developing customer relationships that could
bring other foreign business to the bank. But the attractiveness
to banks of foreign long-term loans in recent years may well lie
at least as much in the immediate profitability of the credit as in
the potential long-run advantages.
Foreign term loans compare favorably with mortgages and
municipal bonds as investment outlets for funds placed with banks
on time deposit. Many foreign loans are made at interest rates of
about 5Vi per cent for prime foreign borrowers, and the gross re-
turn to the bank may reach 6 per cent or more after allowance for
the compensating balance maintained by the borrower. The rela-
tively short maturity of these loans—averaging about 4 years, but
generally with amortization payments over the last half of the
period—makes them reasonably liquid.
The rapid growth in term lending to foreigners has followed
close behind the rapid growth in foreign time deposits in U.S.
banks, principally those of foreign governments and central banks.
Outstanding term loans to foreigners have increased by $1.5 bil-
lion and foreign official time deposits by about $1.75 billion since
September 1962, just prior to the passage of legislation permitting
U.S. banks to pay rates of interest on such deposits without regard
to ceiling rates applicable to other deposits.
Although there is no reason to presume that there is a close
relationship between growth in foreign deposits and growth in for-
eign term loans for all banks, there doubtless is such a relation-
ship for some banks. Moreover, the banks that have engaged most
actively in making these term loans are among the largest and best
known, and they are able to compete effectively with other U.S.
banks in obtaining domestic funds through negotiable time cer-
tificates of deposit. Thus, the growth in foreign term lending of
these banks has reflected efforts to find profitable investment out-
lets for domestic as well as foreign funds placed with them on
time deposit, in much the same way that, beginning earlier, a
much wider range of U.S. banks expanded their holdings of mort-
gages and municipal securities with the growth in their domestic
time deposits.
SHORT-TERM CREDITS At various times in recent years U.S. banks have extended large
amounts of short-term loans and acceptance credits to foreigners.
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The increase in the outflow of these credits to peak rates last year,
approached only in late 1960 and in 1961, differs from the earlier
build-up in that more banks throughout the country participated.
Marked fluctuations in the outflow of short-term bank credit in
recent years have reflected mainly variations in foreign demands
for credits in an environment of a U.S. monetary policy that pro-
vided for moderate but steady growth in the reserve base. The
availability of expanding reserves may have contributed to the
spread of interest among U.S. banks in foreign lending, but during
the past few years changes in the emphasis of monetary policy,
toward firmer short-term interest rates and somewhat less ease in
credit markets, have not been reflected in variations in short-term
outflows of bank credits.
CHART 4
CREDITS to JAPAN and LATIN AMERICA dominant in outflows of short-term U.S. bank credits




















NOTE.—Short-term bank loans and acceptance credits to foreigners reported by banks in the
United States. Until mid-1963, acceptance credits were not reported separately, and the figures
are estimates. Latest figures, fourth quarter 1964.
Most short-term U.S. bank credits have been to Japan and to
less developed countries—countries where credit has regularly
been in short supply and hence relatively expensive. Outflows of
such credits to other industrial countries have been relatively
small. Much of the trade among industrial countries is financed
by suppliers on an open-book basis, and many of the short-term
credit demands of European borrowers of prime standing are
financed from European sources, including the Euro-dollar mar-
ket. However, at times there have been some temporary outflows
of U.S. bank funds to Europe, mainly through the banks' Euro-
pean branches, to meet midyear or end-of-year liquidity pressures.
Moreover, some U.S. short-term nonbank funds have been sup-
plied indirectly to European credit markets through deposits of
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these funds in Canadian banks, as well as directly through de-
posits in Europe. And more generally, European countries have
been able to increase their foreign exchange reserves through fa-
vorable payments balances with less developed countries more
readily than would have been possible in the absence of the credit
outflow from the United States to the latter countries.
Heavy Japanese drawings on credits from U.S. banks have
generally paralleled changes in economic activity in that country
and in the level of its imports from the United States. At the same
time Japan has used large amounts of Euro-dollar credits. In fact,
a modest part of the U.S. short-term credit outflow to Japan last
year represented funds initially obtained by Japanese banks in the
Euro-dollar market and routed to Japan through offices of Jap-
anese banks in the United States.
Similarly, the increase in the outflow of short-term credits by
U.S. banks to Latin America during 1964 accompanied improve-
ment in economic conditions in some countries in that area and
growth in their purchases from the United States. Some part of the
expansion in credits to Latin America may have helped finance












s background of rapidly expanding short- and
long-term credits to foreigners that the President's balance of pay-
ments program, as one of its major elements, called for the limita-
tion of foreign lending by banks. An outline of the entire program
appeared in the BULLETIN for February 1965, pages 256-57.
Structural differences in credit and capital markets here and
abroad, which are not fully reflected in prevailing differentials in
interest rates, have contributed importantly to the strong foreign
demands for U.S. bank credits. The major role of these foreign
demands in the outflow last year—and in particular in the accel-
erated outflow in the second half, which occurred in the face of
slightly firmer money and credit market conditions in the United
States—emphasized the difficulty of attempting to bring about a
substantial reduction in bank credit outflows through general U.S.
monetary policy actions alone.
The President's balance of payments message included three
main elements relating to bank lending to foreigners: (1) imposi-
tion of the interest equalization tax (under the Gore amendment)
on bank loans with maturities of 1 year or more, (2) a call on the
Federal Reserve System—in cooperation with the Treasury—to
work with all banks to limit lending to foreigners, and (3) legisla-
tion to provide immunity from antitrust laws for specific volun-
tarily agreed programs, if such programs are needed with respect
to foreign loans by banks.
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Imposition of the interest equalization tax on long-term bank
loans raises the cost of such credits to foreign borrowers in devel-
oped countries by approximately 1 per cent per annum. The tax
applies to all loan disbursements made after February 10, 1965,
except loans for which firm commitments existed before August 5,
1964. The law makes exceptions for loans to finance U.S. exports
and for all loans to less developed countries. The increased cost
of long-term bank loans to foreign borrowers in developed coun-
tries tends to reduce the demand of these borrowers and eliminates
their incentives to seek funds through long-term U.S. bank loans
in preference to bond sales.
In carrying out its responsibilities under the President's pro-
gram, the Federal Reserve System has requested all banks to limit
their credits to foreigners so that, in general, they will not exceed
105 per cent of the amount outstanding at the end of 1964. Within
this guideline, the banks are expected to give absolute priority to
bona fide export credits. With respect to nonexport credits, they
are expected to give highest priority to loans to less developed
countries, and to avoid policies that would place undue burdens
on Canada, Japan, or the United Kingdom.
The System's guidelines for banks are published on pages 371-
75 of this BULLETIN, and the guidelines for foreign lending by
nonbank financial institutions on pages 375 and 376.
The program envisages a sharp reduction in the outflow of bank
credit in 1965, and this should provide substantial relief for the
U.S. payments position. The total extension of bank credit to
foreigners contemplated in the guidelines, while much lower than
the extraordinary rate of last year, would nevertheless be a higher
rate of outflow than occurred in 1962 and the first half of 1963.
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